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! The basic factors in the housing situation, and the 


pros and cons of rent control 


Should Rent Controls Be Removed? 


T should not be surprising that it is proving 
uncommonly difficult to rid ourselves of 
government control of rents. For one thing 
there is the potent fact of political pressures. 
But there is also a confusion of thought by 
sincere people centering around the concept 
that the lifting of controls should wait until a 
shortage has disappeaied, although it seems 
clear that a shortage of anything will always 
exist as long as the price is kept artificially 
below its natural market level. Since the pop- 
ular reason for controls is that they do keep 
rents below the level they would otherwise 
attain, the controls create the basis for their 


own perpetuation. 


The brief comment on the problem which 
follows is prompted by consideration of the 
problem as it is presented to local communi- 
ties, and the instance particularly in mind has 
been my own city of Ann Arbor. The problem 
here is not essentially different from that in 
thousands of other cities in which the de- 
tached house is the characteristic family dwel- 
ling place. 

I can disclaim bias based on personal in- 
terest, for I am neither landlord nor tenant, 
though in the past I have had some experi- 
ence in both roles. An economist, however, 
does have a bias in favor of consumers, for 
the function of producers is to serve consum- 
ers. In this case the consumers are tenants. 
The point of view taken here, therefore, is 
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primarily the interest of the tenants. But if - 
we try to analyze this problem from the point 
of view of tenants, we at once see that tenants 
themselves are not all in the same position. 
There are at least four classes of them and 
their interests in the continuation of rent con- 
trols are not all the same. 


Four Classes of Tenants 


First, there are the tenants who are now 
established in old houses, by which is meant 
houses built before World War II and which 
have been under rent control for years. These 
tenants are “sitting pretty.” In most cases 
their own incomes have advanced. The prices 
of all other things and services are up, but as 
to this particular item they can still buy it 
at the old pre-war bargain rates. And they 
cannot be evicted. Naturally these tenants 
would not like to have their rents advanced. 
The major interest in perpetuating rent con- 
trol comes from this group. The second group 
of tenants are those who are renting houses 
or apartments which have been built in the 
last few years. These people have to pay a 
rent which bears some reasonable relationship 
to the cost and the present value of the houses 
in which they are living, and they are paying 
a decidedly higher rent than those of the first 
class. A third group are those whose land- 
lords have improved their properties in recent 
years. Frequently these improvements were 
not requested by the tenants, but they do 
provide a basis for charging a higher rent. 
Quite obviously these tenants have not so 
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much to gain from the continuation of con- 
trols as have those of the first group. Fourth, 
there are those who may not literally be ten- 
ants at the moment but who would like to 
find rental space and cannot do so. The mem- 
bers of this group are not likely to exert 
considerable political influence in the local 
community, partly because they are not liv- 
ing in it for the good reason that they cannot 
find a place in which to live. (Incidentally, if 
one wished to rely upon that cheap political 
appeal, he could point out that many of this 
last group and few of the first group are 
veterans.) 

Now if we are going to consider the ques- 
tion from the point of view of tenants, all 
four of these classes have to be taken into 
account and the last named group of would-be 
tenants deserve more attention than they have 
received. The interests of all of them would be 
improved if we had more houses available for 
rent. Even those of the first group cannot take 
a very independent attitude toward their land- 
lords, for example, in demanding repairs, 
decoration and other services, for there is little 
or no real desire of the landlord to keep the 
present tenant. Legal pressure can never quite 
take the place of a willing participant in a 
free bargain. 

Origin of Rental Houses 


On the question of how to get more houses 
emphasis has been placed too exclusively on 
new construction. The fact is that the major- 
ity of rental properties in Ann Arbor, and 
generally in the rest of the country, at least 
as to the detached house, has never been pro- 
vided by the construction of houses for rent. 
A typical situation in this community, as I 
have observed it over a period of 30 years, is 
that a house is built for owner occupancy. 
Then something happens—the owner’s fam- 
ily is broken up or they move away and the 
house is offered for rent. If there is going to 
be an increasing supply of houses for rent in 
this community or even if the present supply 
is to be maintained, the terms of rent of such 
houses must be attractive to the owners, and 
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this means as attractive, all things considered, 
as alternative investment opportunities. 

In the present market the owner of such a 
house has two available alternatives. He may 
either rent the house or he may sell it. And a 
very important reason for such “shortage” of 
rental properties as may exist in Ann Arbor 
is that more and more owners have found it 
more attractive to sell than to rent. You can- 
not change this trend by any arguments about 
what the owner is “entitled to,” whatever that 
expression may mean. It is just a matter of 
good business sense. 

Here is a factual illustration. A man bought 
a house in the thirties at a price of $5500 as 
an investment. He rented it for $55 a month. 
This rate considering taxes, repairs, deprecia- 
tion and other items was about. enough to 
yield a net return of around 6 per cent on the 
sum invested. But in recent years because of 
the demand for houses, the general forces that 
have led to an advance in prices of everything, 
and incidentally because of the general rigid- 
ity of the rental market which forces would- 
be renters to buy, the house would readily 
bring a price of $10,000. This owner could sell 
the house for $10,000, invest the money in 
securities involving about an equal degree of 
risk, and from this investment his return 
would be considerably better than from rent- 
ing the house. The decision of this owner was 
to sell and he did so. He has no complaint, but 
the fact is that there is one less house available 
for renting in Ann Arbor. From the point of 
view of getting more rental housing this is pre- 
cisely what we do not want done, but it is 
precisely what will be done as long as rental 
prices and selling prices are so radically out of 
line. This is not a single instance. Real estate 
brokers report that there has been a great deal 
of this kind of selling. The consequence is that | 
many a young couple whose personal circum- 
stances, including income and the length of 
their probable residence in Ann Arbor, would 
indicate that renting was the proper proce- 
dure, is unable to rent and, therefore, has been 
forced to buy if they are fortunate enough to 
have the necessary funds. 
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Purchasing Instead of Renting 

To enable veterans and others to solve this 
problem by buying their houses, easy credit 
terms have been provided. This result may be 
agreeable to those owners of houses who are 
willing to sell them, for it tends to raise the 
price of these houses and to provide a group 
of necessitous buyers. But it is a bad solution, 
because in the first place it tends to aggravate 
the maladiustment of rental rates and selling 
prices. In the second place, the encourage- 
ment of buying has gone so far that we have 
a large number of “owners” of houses with 
very thin equities. This creates a weak and 
unstable situation in the real estate market. 
Closely associated to this is the moral effect 
of encouraging people to go through the forms 
of buying when in their own minds they do 
not think of themselves as irretrievably com- 
mitted to the purchase. There are many young 
people in Ann Arbor living in houses which 
they have “bought” who fully expect that if 
any adverse movement comes they would 
make no effort to meet the obligations which 

they have accepted. 

Since the particular adverse effect upon the 
supply of rental properties alluded to here is in 
the relationship of selling prices to possible 
rental returns, it might be suggested that this 
maladjustment could be remedied by extending 
controls to the selling prices of houses. Even 
to contemplate this solution provides a good 
illustration of the way in which controls 
established in one part of the economy tend 
to call for controls in other parts. This rami- 
fying effect of any one control is further sug- 
gested by the fact that, if we attempt to place 
limits upon selling prices of houses, and even 
if we could assume that the popular objection 
from the millions of people who own their own 
homes could be overcome, there still is the 
fact that a limitation upon re-sale prices would 
have a deterring effect upon the building of 
houses. If such a limitation were placed upon 
newly constructed houses that would obvious- 
ly constitute a discouragement to the building 
of such houses for sale, and if we try to avoid 
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that difficulty by saying that the control would 
only apply to houses built prior to some cer- 
tain date, then there is still a deterrent to 
anyone building a house for his own occu- 
pancy. For certainly one factor in the mind of 
such a prospective builder is the price at which 
he probably could re-sell in the event that he 
should no longer want to occupy the house. 


Control of Selling Prices 
is Inadvisable 

These objections, partly practical political 
objections and partly sound economic ones, 
seem to rule out the possibility of limiting the 
sale prices of houses unless, indeed, we are 
ready to embark upon a government program 
in which all considerations of relation between 
cost and sale or rental values are abandoned. 
Apparently, then, the bad effects of a mal- 
adjustment of rental rates and selling prices 


-brought about by the restrictions upon the 


former can only be corrected by removing 
those restrictions. To accomplish our purpose 
rents do not need to go all the way to a level 
which would yield as good a return upon pres- 
ent values of houses as existed in earlier 
periods, because many of these owners have 
a preference for holding their houses. One rea- 
son for this preference in the past has been 
that many owners have continued in the ex- 
pectation that a free market would return. 
The longer controls are kept the less effective 
will that hope be. It is, therefore, probable 
that a removal of control would not lead to 
that much advance. But the difference in the 
rental market and the sale market should not 
be as great as it is today, and if it is we should 
expect these owners to continue a policy which 
is obviously profitable and businesslike. 
Certainly it is not easy to make the change. 
Once a community has become accustomed to 
unnaturally low rents the standard of living 
and expenditures of the people become ad- 
justed to them, and we can well sympathize 
with those tenants who ask: how could I pos- 
sibly pay any higher rent? Of course, if the 
price of shoes, clothing, television, and auto- 
mobiles had been controlled and rents not 


controlled the same argument would be ad- 
vanced against ever paying a fair price for 
those things. And one can surmise that if 
housing were made absolutely free it would 
be only a few years before tenants would be 
saying (and quite honestly) that they could 
not pay even $20 a month. If we had abolished 
controls say in 1946 it is quite probable that 
through more economical use of housing and 
through choices of owners to rent rather than 
to sell and the other devices that people on the 
demand and the supply side of this market 
would work out if left to their own devices, 
the situation would be better today for all 
concerned. But any moment for making such 
a change was always thought to be the wrong 
one and so we may expect it will be as to any 
moment now or in the future. The only an- 
swer then to this plea is that if we are ever 
to get back on a sound basis this is the proper 
time, when there is full employment and gen- 
eral prosperity. And moreover in this problem 
as in many others sooner is better than later. 


Experience of France 


The difficulty of returning to a free market 
and the consequences that may flow from put- 
ting off the evil day is well shown by the ex- 
perience of France. During World War I rent 
controls were instituted and when after the 
war it was proposed to get rid of them people 
said: “Not just now. Let us wait until the 
crisis has passed.” But with advancing prices 
in general and with the shortage aggravated 
by ‘the controls themselves, the crisis never 
did pass. The result is that the rent controls 
established at that time are still present and 
we have the highly abnormal condition in 
which official rental rates are almost negli- 
gible. People in France have informed me that 
many a Frenchman spends more for his cig- 
arettes than he does for housing. The result 
is that very little housing has been built and 
virtually none by private capital; and the 
housing conditions are deplorable. It is esti- 
mated that a majority of the tenants of Paris 
do not have central heating. A very large pro- 
portion of them have to find lavatory facilities 
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outside their homes. Many do not have even 
cold water in the home. Conditions are 
crowded, dirty, and the properties are run 
down. But today in France it would be vir- 
tually impossible to get rid of these controls. 
The Frenchman’s other expenses and income 
have become adjusted to virtually free hous- 
ing, and ever since World War I it has become 
more and more difficult to get back on an 
honest basis in which the occupiers of space 
pay the cost of that space. We can see now in 
retrospect that almost any year would have 
been a better time than any later time. 
Mixed Policies 

The general policy as to housing has ob- 
viously been very much mixed and confused. 
It keeps at an artificially low level the rents 
of one class of tenants. It allows the rates for 
other classes to advance. This creates obvious 
inequities as between the tenants themselves 
and between those landlords who for personal 
reasons would prefer to rent their properties 
or to sell them; and the general effect is cer- 
tainly not to solve the fundamental problem 
of getting more houses. Another inequity is 
created by a recent change which permits 
more latitude to a landlord whose tenant vol- 
untarily leaves and who then rents to a new 
tenant. Why should a new tenant have to pay 
more than the previous tenant? Or more than 
the one next door whose only merit is that 
he has been longer installed in his place? And 
why should this landlord be permitted a 
higher rent than another whose tenant chooses 
to “stay put’’? This is an illustration of how 
an attempt to use government orders to meet 
one market problem creates two more. 

The absence of any control on the selling 
prices of houses and the reiatively liberal 
rents allowed to those who build new houses 
are presumably designed to increase the num- 
ber of houses built, but the control of the 
rent on old houses works in the opposite direc- 
tion and thus nullifies the first two forces. 
We can be reasonably sure that it does nullify 
these forces because of the point emphasized 
before that the largest part of the supply of 
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the rental properties has always come and 
probably will continue to come from houses 
that were previously built for occupancy. At 
least this seems to be true as to the medium- 
sized towns. In the very large cities where 
multiple housing units are more common the 
relative effect of these forces may be different. 
Even so, the consequence of the policy in 
larger places would seem to be to create an 
unnatural bias in favor of multiple housing 
and against the individual detached home. 
Perhaps it is desired by the housing planners 
to create that unnatural bias; but it is doubt- 
ful if the people of the country generally 
would agree. 


Rent Control and Inflation 


An objection offered to the removal of rent 
controls at the present time is that to do so 
would contribute to inflationary forces. It is 
possible that any increase in rentals which 
might follow such an abandonment of control 
might inspire new wage demands which in 
turn would increase costs. It is my impression, 
however, that organized labor is likely to 
carry its demands as far as possible with or 
without this stimulus and therefore that the 
actual effect can be easily exaggerated. But 
aside from the possible influence of this fac- 
tor, inflation is not to be checked by the con- 
trol of individual prices. The people of this 
country at any moment have a certain amount 
of money to spend for the goods and services 
available at that moment, and if we artificially 
reduce the amount which they need to spend 
on housing that means that more dollars are 
left to bid for other products in the market. 
In pre-war days we considered that the normal 
expenditure for housing was approximately 
20 per cent of incomes for the mass of the 
people in the United States. If now you cre- 
ate a situation in which it is necessary for 
them to spend only 10 to 15 per cent of their 
incomes, larger amounts are obviously avail- 
able for all of the other things, and the in- 
flationary effect in these other lines will be 
enhanced. The relation is suggested by the 
analogy of a number of tin cans floating in a 


JANUARY, 1951 


tub of water. If we try to depress the level of 
any one of these cans, especially if it is one 
of the larger ones, there will be a noticeable 
effect of raising the level of all of the others. 
The problem of checking inflation by at- 
tempting to control the prices of individual 
products would be like a person trying to hold 
down the level of these cans individually, 
when it seems clear that the basic factor 
affecting the level of all of them is the amount 
of water in the tub. The way to reduce the 
level of those cans is to draw off some of the 
water; and the hope of checking inflation must 
rest largely upon fiscal policies and regula- 
tions of the amount of private credit designed 
to reduce the number of expendable dollars. 


Is There A Housing Shortage? 


The problem as it confronts many local 
governments is to determine whether a short- 


. age of housing continues to exist in their com- 


munity. To many people this question seems 
to be as plain as a pikestaff. All you have to 
do, they say, is to determine whether there are 
as many housing units available as there are 
people seeking them. But if this question is 
asked as a basis for determining a proper level 
of rents, there is a circular reasoning which 
makes the answer meaningless. All such an 
investigation would reveal is that fewer houses 
are being offered than are being demanded at 
the existing price. In this economic sense the 
term “shortage” or “surplus” can never be 
used except on the assumption of some price, 
and in this case the proper price is precisely 
what we are trying to determine. This writer 
certainly has no desire to be price admini- 
strator nor does he claim any special compe- 
tence in that particular form of “playing 
God”; but he is willing to guarantee that if 
you give him the power to fix price, he can at 
will create either a shortage or a surplus of 
almost anything you can name. Is there a 
shortage of men’s suits? Most people would 
not think so today. But if the price were sud- 
denly dropped to 1935 levels, there would 
very promptly be a shortage. Likewise as long 
as rents are held below their market level 
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there will always be a “shortage.” Or if the 
prices of suits were suddenly doubled, I could 
guarantee a surplus within a very few days. 
Men’s suits would be a drug on the market 
at that price. 

The studies to determine whether there is 
a shortage may be carefully made and in mak- 
ing them the administrators are only following 
the law. But it seems clear that the whole 
concept of the law which judges the need for 
rent control by the existence of a “shortage” 
is befuddled. It represents an Alice in Won- 
derland type of economics and this confusion 
underlies our whole consideration of this 
question. If we want a free system there must 
be a more general recognition than exists at 
the present of that elementary principle of 
economics that the demand and the supply 
are equated by price, and that if price is to 
serve its proper economic function, it must be 
free to adjust itself to the conditions of the 
market. 

This is not only a question for Ann Arbor, 
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it is a nation-wide question and it is a broader 
question than merely the supply of housing. 
The farther we go in overruling the forces of 
a free market the less satisfactorily will that 
market work and the farther we are forced 
along the line of relying upon the state to 
provide not only housing but all of the other 
things that the community needs. 

Most Americans and surely most of the 
people of cities like Ann Arbor believe in a 
free enterprise system. Do they believe in it 
only when it obviously helps them? Or are 
they willing to take the less pleasant conse- 
quences with the benefits? This is really the 
important question for the future of a free 
system, for that great issue will be settled for 
this country by the sum of little decisions— 
not by a great clear cut national choice. The 
continuation of rent controls is one of those 
special questions, not of world shaking im- 
portance in itself, but which in its special way 
provides a real test of our belief in our 
system. 


WHO PAYS THE TAXES? 


The following table shows the number of taxpayers in various 
income groups, their total income, and the taxes they pay. The income 
figures are those of “adjusted gross income,” generally income less 
deductible business expenses. All figures are for the fiscal year ended 
June 30, 1947, the latest for which such a breakdown is available. 


Number of Total Income Tax 
Income Group Returns of Group Liability 
(In Thousands of Dollars) 

Under $6,000 ................ $2,314,095 $117,997,965 $9,523,514 
$6,000 to $10,000 ............ 1,499,519 11,141,663 1,690,234 
$10,000 to $25,000 .......... 790,647 11,602,464 2,679,484 
$25,000 to $100,000 ......... 184,831 7,449,231 2,965,216 
$100,000 to $1,000,000 ....... 10,730 1,889,004 1,076,571 
Over $1,000,000 .............. 114 214,948 131,262 
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BRAND NAMES MANUAL 


A new manual for retailers, known as “Rid- 
ing the Brand Tide to Greater Retail Profits,” 
has been issued by the Brand Names Founda- 
tion, 7 West Fifty-seventh Street, New York. 
It contains suggestions and techniques for 
more effective advertising and promotion of 
manufacturers’ advertised brands. It is being 
distributed to 15,000 retailers in all fields of 
merchandising. 

CENSUS DATA 


The Census Bureau is getting ready to pub- 
lish the results of the 1950 census. The earli- 
est preliminary figures, and advance releases 
of later final statistics, will be issued in un- 
bound pamphlet form, called “PC Reports,” 
to be published between now and mid-1951. 
A limited supply will be available on request 
at the Population Division, Census Bureau, 
Washington 25, D.C. 

More detailed tabulations will be put out 
in bound volumes. Sections of these also will 
be published as paper-covered preprints. In- 
quiries about the books and preprints should 
be addressed to the Superintendent of Docu- 
ments, Government Printing Office, Washing- 
ton 25, D.C. These publications will not be 
ready for distribution until late 1951 and mid- 
1952. 


LESS CONSTRUCTION 


An increase in non-residential building in 
November only partly offset a decline in 
homebuilding, the Bureau of Labor Statistics 
and Commerce Department reported. The 
total value of all new construction put in place 
in November was 8% below October but 
23% above November, 1949. Homebuilding 
declined 10%, which was termed “larger- 
than-seasonal.” 
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PUBLIC AUDITS 


The research department of the American 
Institute of Accountants has published recent- 
ly a 56-page manual entitled Audits by Certi- 
fied Public Accountants—Their Nature and 
Significance. 

The purpose of this pamphlet is to make 
clear to credit executives, stock holders, man- 
agement, teachers, bankers, and businessmen 
the nature and significance of an audit and 
how it is conducted. 

Audits by Certified Public Accountants may 
be ordered at 50 cents a copy from American 
Institute of Accountants, 270 Madison Ave- 


_ nue, New York 16, New York. 


STATE TAXES 


State governments collected a total of 
$8,967 million in taxes in fiscal 1950, the 
Census Bureau revealed. Sales and gross re- 
ceipts levies brought in $4,687 million. In- 
come taxes were the next most lucrative 
source, producing $1,321 million. License and 
privilege taxes garnered $1,211 million, while 
unemployment compensation payments came 
to $1,028 million. The remainder came from 
other levies like property and death taxes. 


FARMER’S INCOME 


Farmer’s net income next year will total 
$15,295 million, 15% above this year’s esti- 
mated $13,300 million, the Agriculture De- 
partment predicted. But officials said next 
year’s figure will still be 14% below the 1947 
record. The department added that a “strong 
demand for most farm products is in prospect 
for 1951.” It also said U.S. farmers next year 
may produce more agricultural goods than 
ever before. 
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respect to rates of return, 


ependability, government supervision, 


Supervision of advertising co eo and implications with 
quality of management, and other important information. 


SEC Regulation of Investment 
Company Sales Literature 


N the article which appeared in the Sep- 

tember 1950 issue of this publication, ““The 
SEC and Capital Raising,” I made only a 
passing reference to the Investment Company 
Act of 1940 and the disclosure problems inci- 
dental to the use of advertising literature in 
the sale of investment company securities. 
These problems have risen to new importance 
in the past few years as a result of the phe- 
nomenal growth of mutual funds and, par- 
ticularly in view of the recent publication by 
the Commission of its Statement of Policy on 
the subject, it seems appropriate now to de- 
scribe the problems and the Commission’s 
action in attempting to control them. 


Background of Investment 
Company Growth 


Investment companies provide a medium 
by which groups of small investors may con- 
solidate their savings into one centralized 
channel and thereby achieve some of the ad- 
vantages of diversification. From a purely 
theoretical point of view, the economic desir- 
ability of such diversification for the small 
investor, through shares representing an un- 
divided pro rata interest in an extensive list 
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of portfolio securities, is generally unques- 
tioned. But theory must always be tested by 
practical considerations. Investment com- 
panies are organized and operated for profit 
by their promoters and managers, who are 
generally compensated by a fixed percentage 
of the net asset value of the company. This 
charge may become excessive. Furthermore, 
distribution is usually handled through secur- 
ity dealers and salesmen who receive sub- 
stantial commissions. These commissions may 
also become excessive. 

Security holders of open-end companies may 
redeem their shares at any time, and receive 
their current net asset value less any charge 
for redemption. Practically all such companies 
are continuously engaged in offering new se- 
curities for sale every day in the year in order 
to offset redemptions and to increase the ag- 
gregate assets. Thus, practically without ex- 
ception the securities of all these companies 
are continuously subject to the prospectus re- 
quirements of the Securities Act of 1933. 
(Closed-end companies, i.e., those in which no 
right to redemption of shares is available, have 
with one or two minor exceptions stopped 
selling new securities and do not have the 
same problem). 

Furthermore, while there may be some in- 
dividual bases for distinguishing many open- 
end companies (such as size, speculative or 
conservative character, specialized or “bal- 
anced” portfolios, sales loads, operating ex- 
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penses, and the like), in a broad sense they 
all are offering relatively similar services. Al- 
most without exception, they purchase a di- 
versified selection of securities listed on 
national securities exchanges. There is, ac- 
cordingly, intense competition between com- 
panies and between the distributors of these 
securities. As a result, the commissions offered 
dealers to sell open-end shares is considerably 
greater than those in other types of securities. 
For example, the sales commission earned on 
effecting a round lot transaction in securities 
listed on a stock exchange will generally be 
less than 34 of 1 per cent of the price of the 
security. In open-end investment companies, 
the commissions are closer to 9 per cent, al- 
though some companies have lesser charges 
and a very few have no sales load, as such 
charges are called. 

These pressures, combined with the in- 
herent attractiveness of the investment com- 
pany concept, have resulted in enormous 
growth; the assets of open-end companies now 
aggregate over $2 billion, and sales in the first 
half of 1950 approximated $260 million. Sig- 
nificantly enough, this trend has also led to 
the establishment of additional investment 
companies. In less than two years, 22 new 
management open-end investment companies 
have registered with the Commission in addi- 
tion to 6 closed-end companies and 4 unit 
companies. There are now a total of 145 reg- 
istered open-end companies out of a grand 
total of 368 investment companies. 


Early Commission Attitude Toward 
Institutional Advertising 


Against this background, institutional ad- 
vertising has been employed with telling suc- 
cess. Instead of using a prospectus with its 
detailed facts on a specific security, salesmen 
commonly use generalized advertising matter 
based upon the entire industry. This is not 
to imply, of course, that all institutional ad- 
vertising, as such, is suspect. But, when such 
advertising becomes the primary material used 
in making sales of securities, emphasizing all 
the virtues and assiduously avoiding unfav- 
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orable factors of the open-end investment 
companies, the picture created in the investor’s 
mind may be but little affected by the more 
pointed disclosures in the prospectus when it 
is finally given to him in technical satisfac- 
tion of the statutory requirements. 

When the Commission first encountered this 
general problem it attempted to solve it by 
being reasonably lenient in institutional ad- 
vertising so long as there was no intent to sell 
specific securities subject to the prospectus re- 
quirements. It used certain formulae in trying 
to determine such intent. In general, it as- 
sumed as necessary conditions that the adver- 
tiser had not made up his mind as to what 
securities he actually would offer to potential 
customers but would first evaluate such cli- 
ent’s circumstances, objectives, and prefer- 
ences and then attempt to fit his needs by 
specific recommendations. In the event the 


- choice should by chance involve a security 


subject to the prospectus requirement, it 
was contemplated that one would be immedi- 
ately furnished. On the other hand, if the 
advertising were purposely to facilitate the 
sale of securities of a particular company sub- 
ject to a pending registration statement, then 
irrespective of its generality it might be prop- 
erly construed to be an illegal prospectus. 

However, the continuing increase in the 
size and importance of investment companies 
was paralleled by an increasing use of supple- 
mental sales literature. And the Commission 
noted in recent years a growing use of such 
literature which, if not actually designed to 
do so, at least tended to mislead prospective 
investors in investment company shares. This 
became a matter of increasing concern to the 
Commission and to the investment company 
industry. It became quite evident that the 
situation had gone well beyond the depth of 
our original attitude. 

The Commission, therefore, undertook, with 
the assistance and cooperation of the National 
Association of Securities Dealers, Inc., a 
broad and thoroughgoing survey of suck lit- 
erature to determine what the principal abus:.. 
were, and to establish standards which mis.:t 
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serve as a guide to the industry. After several 
months of intensive work and frequent con- 
sultation between the Commission and the 
NASD, the Statement of Policy was evolved 
and published on August 11, 1950. It was 
definitely a product of industry and govern- 
ment cooperation, and the Commission and 
the Association are now engaged in working 
out procedures whereby the Association will 
assist the Commission in carrying out the 
Statement of Policy as a measure of self- 


regulation. 


The Commission’s Statement of 
Policy and Reasons for 
Its Adoption 


The Statement of Policy and the reasons 
for its adoption constitute no indictment of 
the investment company idea as a sound and 
useful medium of investment. Neither does it 
constitute a general indictment of all invest- 
ment companies or of all dealers selling their 
shares. There is no spirit of hostility in the 
Commission against investment companies, 
and there is no implication in the Statement 
of Policy that all investment companies or all 
dealers have encouraged, or has all literature 
contained, the various abuses we are attempt- 
ing to correct and will correct. 

What has happened is what unfortunately 
so often happens in many industries—a rela- 
tively small group, by their practices, lowered 
the standards of the industry to a point where 
remedial action was necessary. This group has 
attempted to push even the real sales points 
in favor of investment companies past the 
point of reason; and many firms that other- 
wise would have refused to indulge in such 
extravagances have, undoubtedly because of 
competitive factors, thought they were forced 
to go along. It became a sort of chain reaction, 
set off by the selfishness of the few with a 
resulting impact upon all. 

Section 17 of the Securities Act, which in 
general is designed to prevent the use of 
fraudulent practices in selling securities, and 
of which the Statement of Policy, in sub- 
stance, is simply a partial codification, has 
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been made considerably more specific on this 
subject by the formulation of the policy state- 
ment. It constitutes an earnest effort to give 
specific content to the general terms of the 
law by setting up standards to govern litera- 
ture used in the sale of these very important 
securities. While it certainly is not an attempt 
to supply all the answers and, of course, is no 
policy of insurance against liabilities for vio- 
lations of Section 17 that may have been over- 
looked or unforeseen in its drafting, the State- 
ment of Policy should make it easier for those 
in the business to avoid liabilities through ad- 
herence to both its letter and its spirit, and 
at the same time afford investors a better 
opportunity to make intelligent decisions. It 
is distinctly not some sort of “government 
crackdown” designed to make it more diffi- 
cult for investment companies to do business. 


The Importance of Implications 


Most of the policy statements begin with 
the phrase “to represent or imply.” It fre- 
quently happens that supplemental sales lit- 
erature used in the sale of investment com- 
pany shares is misleading not so much because 
of the express representations made but by 
virtue of the skillful use of language to imply 
something that is not expressly stated. Thus, 
it has been necessary in the Statement of 
Policy to deal not only with express state- 
ments but also with statements designed to 
lead the investor to draw inferences unwar- 
ranted by facts. Since not all implications are 
misleading, it seemed wise to include in the 
Statement of Policy a definition of the types 
of implications to which reference is intended. 
The definition is based upon the standard of 
disclosure set forth in Section 17 of the Se- 
curities Act. It is, in substance, that sales 
literature is deemed to be materially mislead- 
ing (a) if it contains an untrue statement of 
a material fact or (5) if it omits a material 
fact necessary to make a statement made, not 
misleading. 

Rates of Return 

In these days of low return on many types 

of high-grade securities, it is not difficult to 
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imagine the great appeal of a liberal percent- 
age return frequently promised, expressly or 
by implication, in the sales literature of in- 
vestment companies. A single example taken 
from a recent advertisement will illustrate 
what I mean. It read, in part, as follows: 
“SECURITY 

A million people who are interested in 

buying security and a dependable month- 

ly income have turned to Mutual Funds 

which pay a current return of 

51%4% OR MORE” 

Rather inviting, isn’t it? Such generous rates 
of return are frequently computed upon the 
basis of net asset value and do not represent 
a return upon the investor’s cost. Further- 
more, where there has been a decrease in the 
per-share asset value during the period, this 
fact is not always brought to the attention of 
the investor. Accordingly, it will hereafter be 
considered materially misleading to represent 
or imply a percentage return except as a ratio 
of dividends paid from net investment in- 
come for one or more immediately preceding 
full fiscal years to both a stated average offer- 
ing price and a stated and dated offering price 
current at the date of publication. This infor- 


mation must be accompanied by a statement — 


to the effect that the return is based upon 
dividends in the period covered and is not a 
representation of future results. There must 
also be disclosed any increase or decrease in 
asset value during such period. 

A practice similar to that referred to above 
is to combine distributions from net income 
with those from profits on the sale of secur- 
ities and distributions from capital surplus. 
The so-called “yield” represented by these 
combined distributions is misleading because 
it hides the fact that the distribution is in 
part a return of capital, in part a distribution 
of security profits, and only in part a dividend 
paid from investment income. To correct this 
practice, the Statement of Policy declares that 
it will be considered misleading in the future 
to combine into any one amount distributions 
from net investment income and distributions 
from any other source. 


Dependable Yields 
A further misrepresentation frequently ap- 

pearing in sales literature in this field is that 
the generous yields indicated are continuous 
and dependable. There is constant repetition 
of such phrases as 

“A dividend check every month” 

“Dependable income” 

“You receive continuous income.” 
Since the income on investment company 
shares is dependent upon the company’s in- 
come from its portfolio securities and is sub- 
ject to deductions for management fees and 
other expenses, it is obvious that the claimed 
liberality and dependability of the investors’ 
return is open to serious question. According- 
ly, the Statement of Policy declares it to be 
misleading to represent or imply an assurance 
that an investor will receive a stable, con- 


- tinuous, dependable, or liberal return or that 


he will receive any specified rate or rates of 
return. 


Growth of Capital Investment 


One of the favorite attractions claimed for 
investment company shares in much of the 
sales literature reviewed is the possibility of 
growth of capital investment. Though the 
particular words or phrases may differ, the 
same appeal to potential investors is nearly 
always couched in such terms as to lead the 
investor to believe that his capital will in- 
crease, without pointing out the risk factors 
involved or that his capital may diminish, It 
is the up-trend that is emphasized, not the 
down-trend. 

Investment company shares are held out 
as a means through which the investor can 
build an estate or become financially inde- 
pendent. Obviously, general claims of this 
nature are misleading since rarely is an open- 
end investment company in a position to make 
any prognostication of an assured increase of 
principal. Accordingly, the Statement of Pol- 
icy declares that it will be deemed misleading 
to represent or imply assurances that an in- 
vestor’s capital will increase or that the pur- 
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chase of investment company shares involves 
a preservation of original capital and a pro- 
tection against loss in value. Furthermore, 
these matters may not be discussed without 
pointing out or explaining the market risks 
inherently involved in the investment. 


Misleading Claims on the Extent 
and Significance of Government 
Supervision 

Much of the sales literature reviewed em- 
ployed as a major sales appeal the claim or 
implication that the Federal or State Govern- 
ments or the Securities and Exchange Com- 
mission actually regulate the management 
practices of the companies or supervise them 
in such a way as to provide Federal protec- 
tion to investors. Typical of these is the state- 
ment “Safeguards offered by government regu- 
lation of investment management.” There are 
many variations of this general theme, but 
running through them all is the implication 
that the Commission or the Federal Govern- 
ment is constantly supervising investment 
company management, its assets, its portfolio 
practices and policies and its operational 
activities. 

Nearly all of these statements go beyond 
the statements permitted by the Securities 
Act of 1933 that the securities to be offered 
are registered, or by the Investment Com- 
pany Act of 1940 that the company is 
registered under that Act. As a matter of fact, 
the Commission does not, of course, 27°rove 
or disapprove of any particular company and, 
while certain provisions permit it to prevent 
overreaching by corporate insiders and the 
like, it has no control, in the absence of gross 
abuse of trust, over the investment policies, 
selection of securities for purchase or sale, 
declaration of dividends, selection of invest- 
ment advisers, distributors and accountants, 
or other day-to-day prerogatives of manage- 
ment. The Statement of Policy, therefore, de- 
clares it to be misleading to make any refer- 
ence to registration or regulation of any in- 
vestment company under Federal or State 
authority without explaining that this does 


12 


Michigan Business Re 


not involve supervision of management or in- 
vestment practices or policies. 


Role of Banks 


It is quite customary for investment com- 
panies to employ a banking institution to act 
as custodian of securities, transfer agent or 
dividend disbursing agent. There is, of course, 
no objection to the functions of these insti- 
tutions being accurately described in the sales 
literature of investment companies. However, 
it has frequently occurred that the role of 
these institutions has been over-emphasized. 
It is implied that these institutions in some 
manner provide protection to investors against 
possible depreciation of assets, against man- 
agement mistakes and, in addition, have some 
supervisory functions over management in 
such matters as purchase and sale of portfolio 
securities and the payment of dividends. To 
correct this practice, the Statement of Policy 
prohibits such misleading statements and re- 
quires, where the functions of banking insti- 
tutions are referred to, that the limited role 
which they play be accurately set forth. 


Redemption Rights 

Investors are generally assured that one of 
the best protective features which they can 
obtain is the ability to get back their money 
at any time. However, the prospective investor 
is rarely told, or is told in a wholly inadequate 
manner, that the sales load will not be re- 
turned but merely the then net asset value, 
less any redemption charges. Moreover, there 
is a general failure to explain that as a result 
of market conditions the value of his invest- 
ment at the time of redemption may be less 
than the price at which it was originally pur- 
chased. The Statement of Policy requires that 
these factors be brought to the attention of the 
investor in connection with any discussion of 
the redemption features of investment com- 
pany shares. 


Misleading Comparisons 
It is an old saying that people are known 


by the company they keep. Investment com- 
panies are no exception, and are frequently 
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given to comparing their securities with in- 
vestment media generally regarded as highly 
conservative. Most common are statements 
which compare open-end shares with govern- 
ment bonds, annuities, savings accounts, and 
life insurance. The implication is that invest- 
ment shares are similar to these fixed con- 
tractual obligations and, in addition, offer 
higher yields and opportunity for apprecia- 
tion. 

As a matter of fact, investment company 
shares are in no way similar to securities rep- 
resenting contractual obligations to pay fixed 
amounts of money on demand or at definite 
periods. To prevent these misleading implica- 
tions, the Statement of Policy flatly prohibits 
the representation or implication that shares 
of an investment company are similar to or are 
as safe as government bonds, insurance an- 
nuities, savings accounts or life insurance or 
have the fixed income, principal or any other 
features of a debt security. 

A similar device is the use of language im- 
plying that the managements of open-end 
companies handle their investments in a man- 
ner similar to insurance companies or savings 
banks or operate under similar investment re- 
strictions. Investment companies have no such 
restrictions except as recited in their stated 
objectives and by the quantitative restrictions 
in the 1940 Act. Moreover, the portfolios of 
banks and insurance companies are continual- 
ly supervised by Federal and State authori- 
ties; and no such supervision is exercised over 
the portfolios of open-end companies. The 
Statement of Policy, therefore, forbids the 
making of such comparisons except to the ex- 
tent that a particular company is so restricted 
or limited by the statement of its policies filed 
with the Commission. 

Perhaps the most difficult problem in this 
field is the comparison of the performance of 
a particular company with some other security 
or medium of investment or with some secur- 
ity index or market average. Investment com- 
pany shares are frequently compared with 
those of a particular security in the industrial 
or commercial field. Comparisons are also 
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made with market averages such as the Dow- 
Jones Industrial Averages or Standard & 
Poor’s 90 Stock Index. 

The comparison of an investment company’s 
shares with shares of any other company may 
be misleading unless carefully qualified or 
explained. The comparison of the performance 
of an individual investment company with 
some selected market index is likewise apt to 
be misleading if not properly qualified or ex- 
plained, since the comparison may or may 
not fairly indicate a claim of expert manage- 
ment. 

The Commission and the industry attempt- 
ed to work out an explicit Statement of Policy 
as to what would be considered a fair com- 
parison and what would be considered mis- 
leading. However, because of the great variety 
of such comparisons and the many factors in- 
volved in determining whether or not a par- 


- ticular comparison is fair, it was ultimately 


determined that, certainly at this time, the 
‘working out of explicit rules is not feasible. 
The Statement of Policy, therefore does no 
more than lay doyn certain general rules to be 
followed. One of these is that the particular 
security or index or average was selected by 
the person making the comparison and is, 
therefore, not necessarily generally recognized 
as a proper basis for comparison. Secondly, it 
is to be pointed out that the results disclosed 
should be considered in the light of the com- 
pany’s investment policy, the character and 
quality of its investments and the period se- 
lected. Finally, but very important, the com- 
parison must include any factor which is 
necessary to make the comparison a fair one 
from the standpoint of the investor. 
Contributions to Venture Capital 
The romantic appeal of investment com- 
pany shares is frequently enhanced by repre- 
sentations that investment companies general- 
ly are important sources of new capital for 
industry. Actually, with few exceptions, they 
simply invest the funds of the shareholders, 
after deducting the sales load, in outstanding 
corporate securities. In general, their contri- 
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bution of new so-called “venture capital” and 
their purchases of new unseasoned issues are 
limited, as perhaps they should be. The State- 
ment of Policy requires such statements to be 
limited to particular companies where the ex- 
tent to which such investments are made is 
disclosed. 
Graphic Literature 

The misrepresentations and misleading im- 
plications resulting from the improper com- 
parison of investment company securities with 
other corporate securities or with other media 
of investment or security indices or averages 
referred to above are duplicated by visual 
presentation in chart form. Since this graphic 
method necessitates considerable over-simpli- 
fication, its undesirable impact on the investor 
is obviously intensified. An illustration of the 
misleading character of such charts is the case 
of a chart which recently came to our atten- 
tion which compared the shares of an invest- 
ment company with those of a leading public 
utility company. The chart reflected the 
growth of an investment in the investment 
company, including all dividends and capital 
distributions. However, in showing the growth 
of a similar investment in the shares of the 
utility company, all dividends were omitted. 
The comparison, therefore, indicated that 
shares of the investment company were a bet- 
ter investment, whereas if the dividends of the 
utility company had been included, its per- 
formance would have been greatly superior 
to that of the investment company. Further- 
more, the performance of the investment 
company was reflected by a three-dimensional 
chart which, from a not too careful perusal, 
would indicate a better performance than was 
actually the case. 

The Commission and the industry in 1948 
devoted considerable time to the question of 
charts used to show the history of an invest- 
ment in a particular investment company and 
published a release pointing out certain re- 
spects in which such charts appeared to be 
misleading. It was found that these charts 
usually covered a period arbitrarily selected 
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to show a substantial growth of the company. 
In addition, the charts were prepared so as to 
include in the growth of the investment not 
only increases in net asset value but also all 
distributions made during the period covered, 
whether from investment income, security 
profits, or capital surplus. The charts were 
based upon net asset value and did not, there- 
fore, commence with the investor’s true cost. 
Furthermore, it was impossible for an investor 
to ascertain what his investment experience 
would have been had he purchased shares of 
the company at any time after the beginning 
of the period covered by the chart. In a sub- 
sequent letter to the NASD, the Commission 
set forth in some detail certain standards 
which these charts should meet in order not 
to be considered misleading. The Statement of 
Policy simply adopts the standards set forth 
in the release and letter. 


Management Ability 


The sales literature of investment com- 
panies contains many high-sounding phrases 
and generalities regarding management re- 
sults, policy, and performance. General state- 
ments such as “the excellent performance rec- 
ord” of investment companies and “efficient 
and skilled management” of such companies 
are quite common. These general laudatory 
statements, unrelated to any particular com- 
pany, are misleading because they lead the in- 
vestor to infer that the management of the 
company whose shares he is asked to buy 
possesses the qualities referred to. Any discus- 
sion of management should be limited to the 
management of particular companies and 
should be reasonably related to the skill and 
performance of that particular management. 
The Statement of Policy therefore forbids the 
making of any extravagant claims regarding 
management ability or competence. 

Use of Term “Cooperatives” 

There is an increasing tendency to refer to 
open-end companies as “investment coopera- 
tives” which creates the impression that such 
companies are operated as non-profit organi- 
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zations. This obscures the fact that in essence 
they are privately established ventures con- 
ducted net alone for the benefit of share- 
holders Lut also for the profit of promoters, 
managers, and underwriters. The Statement 
of Policy declares it to be misleading to repre- 
sent or imply that investment companies are 
operated as or are similar to cooperatives. 


Selection of Investment Company 
Shares by Fiduciaries 

Another favorite claim is that open-end 
company shares generally have been selected 
for investment by trustees, institutions, 
estates, charitable organizations, insurance 
companies and other fiduciaries and that their 
selection is evidence of their investment qual- 
ity and merit. These claims are misleading 
when used generally since only a relatively 
few funds have been declared legal invest- 
ments for such fiduciaries and only in a lim- 
ited number of states. Accordingly, the State- 
ment of Policy declares it to be misleading to 
represent or imply that investment company 
shares generally have been selected by fidu- 
ciaries. 

“Timing” and “Dollar Averaging” 

One of the most important factors in suc- 
cessful investing of funds is the correct timing 
of purchases and sales. Many formulas and 
timing plans have been evolved for the pur- 
pose of avoiding commitments at the wrong 
time. In addition, continuous investment 
plans, usually referred to as “dollar averag- 
ing,” have been increasingly advocated in the 
sales literature. The basic argument in sup- 
port of this continuous system of investment 
is that dollar averaging solves the problem of 
timing purchases and is a scientific means of 
turning price fluctuations to an investor’s ad- 
vantage. 

This supposed scientific approach to con- 
tinuous investment of fixed amounts of money 
over a period of time has been used in a man- 
ner that distorts and exploits a simple mathe- 
matical truism for the purpose of promoting 
sales. As now used, it ignores the realistic 


fact that in a declining market only an in- 
vestor of ample means could afford to con- 
tinue the fixed payments necessary to obtain 
the increasing number of shares at reduced 
cost. Only such an investor could afford to 
leave his depreciating principal unliquidated 
over the full life of the “program” or ignore 
the fact that when, by choice or necessity, he 
discontinues the plan, the cost of the tutal 
amount of shares purchased may well exceed 
the asset value of his investment. Yet this 
sales tool is often used to attract persons of 
moderate means who can least afford deprecia- 
tion of capital and who would be the first to 
discontinue the plan at a loss. 

The descriptions of dollar averaging have 
been misleading in the past because they have 
high-lighted the advantages accruing from the 
operation of such a plan under ideal condi- 
tions without pointing out the inherent weak- 
nesses in the plan and the probable effect 
upon investors of average or limited means. 
Furthermore, the very term “dollar averaging” 
is misleading since there is no averaging of 
dollars but only an averaging of the investors’ 
cost. The Statement of Policy, therefore, re- 
quires that the term “dollar averaging” or 
“averaging the dollar” shall not be used, al- 
though the phrases “dollar cost averaging” or 
simply “cost averaging” are deemed to be 
fairly descriptive of such plans and are, there- 
fore, not objectionable. 

The Statement of Policy also provides that 
in the discussion of any such plan it must be 
made clear that the investor will incur a loss 
if he discontinues the plan when the market 
value of his investment is below his cost. It 
must also be pointed out that the investor is 
investing his funds primarily in securities sub- 
ject to market fluctuations and that the 
method involves continuous investment at reg- 
ular intervals regardless of price levels. Fur- 
thermore, the investor must be warned to take 
into account his financial ability to continue 
the plan under all conditions of the market 
and that such plans cannot protect him against 
loss in value in declining markets. Where any 
table is used to depict the operation of a plan 
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of continuous investment, it must be based 
upon the actual offering price of the shares 
of the particular company and must include 
the total cost and liquidating value of the 
investment at the end of each year or shorter 
period shown in the table. It is not permissible 
to use hypothetical data in such tables. 


Sales Loads and Investor 
“Switching” 

The purchase of investment company shares 
of most companies involves the payment of a 
substantial sales load which is added to the 
net asset value of the shares purchased. These 
loads range up to more than 9 per cent of 
the net asset value, and the greater number 
of companies charge between 7 and 8 per 
cent of the net asset value. In nearly all of 
the sales literature currently in use, there is 
almost a complete absence of any mention of 
the sales load and, in the few instances where 
it is mentioned, the descriptive statements 
made are wholly inadequate. Only through 
the prospectus is the investor able to ascer- 
tain what an investment will cost him. In 
order that the investor may be forewarned of 
the sales load when reading favorable descrip- 
tions of investment company securities, the 
Statement of Policy requires all sales litera- 
ture which does not state the amount or rate 
of the sales load to include a statement that 
there is a sales charge to the investor included 
in the offering price of the shares of the com- 
pany and to include a reference to the pros- 
pectus where detailed information in regard 
to the sales load and other information is set 
forth. 

It has long been a favorite device of some 
in the investment fraternity to stimulate busi- 
ness by encouraging investors to switch from 
the securities of one company to those of an- 
other company or to other securities of the 
same company. Some investment companies 
are no exception to this rule, and the sales 
literature of such companies frequently seeks 
to persuade investors to switch from the se- 
curities of one investment company to those 
of another or to other securities of the same 


investment company. It is seldom indeed that 
there is any mention of the fact that each 
switching transaction involves the payment 
of an additional sales load. The Statement of 
Policy requires that all sales literature urging 
investors to switch from one security to an- 
other contain a statement disclosing the fact 
that an additional sales load must be paid and 
cautioning the investor to measure the cost 
against the claimed advantage of the switch. 
Industry “Puffing” 

There is an increased tendency by some 
open-end companies which have a large por- 
tion of their portfolios invested in a particular 
industry or in several related industries, to 
use literature “puffing” the general industry 
concerned, thereby implying that whatever 
spectacular advantages are foreseen for the 
industry will automatically be reflected in in- 
creased value for the investment company 
shares. The electronics industry is frequently 
chosen because of its currently popular ap- 
peal. 

Such statements are misleading unless fully 
qualified by adequate explanation that what 
an industry may do generally has no auto- 
matic direct effect on the value of investment 
company shares invested therein, since what 
individual managements within an industry 
may accomplish is not necessarily comparable 
to what the investment company involved may 
accomplish. The Statement of Policy, there- 
fore, forbids the representation or implica- 
tion that the performance of any particular 
company may be measured by or compared 
with the performance of a particular industry 
unless the extent and scope of the portfolio 
of the particular company is such that its 
performance will generally approximate that 
of the industry. 

Reprints of Articles 

There has been a widespread use as sales 
promotion literature of reprints of articles ap- 
pearing in various publications. Such material 


is usually disseminated in an apparent attempt 
to “educate” investors in investment com- 
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panies generally, but in actual practice it is 
often used by dealers and others to sell par- 
ticular funds. This material seers to be used 
only when, and to the extent, that it encour- 
ages the purchase of investment company 
shares. The disadvantages and pitfalls of such 
investment are usually ignored. The Commis- 
sion felt that where such material is used it, 
or the literature including it, should conform 
to the same standards as other sales litera- 
ture, and the Statement of Policy so requires. 


Conclusion 

While it certainly is not perfect, there is a 
reason for every word in the Statement of 
Policy. Each word was carefully weighed and 
re-weighed by representatives of the industry 
committee and by the Commission before it 
was agreed upon, and it is a living document 
—one that can be amended to cover new situa- 
tions or corrected to remove any unfair ap- 
plications that may possibly show up during 
its administration. 

I believe the standards it sets forth will 
do much to eliminate the difficulties we have 
had with this literature. I sincerely hope so, 
for I believe in the soundness of the invest- 
ment company idea. But I am anxious that its 
operation be consistent with its sound theory, 
so that its real purpose, which is to provide a 
sound investment instrument for the smaller 
investor, will be served rather than subverted. 


This very useful instrument was nearly de- 
stroyed in the 1920’s by the financial excesses 
of that period. It has experienced, in more re- 
cent years, a kind of renaissance with the 
expansion of the open-end companies. This 
rebirth was threatened by the abuses I have 
referred to above. For, if the excesses of sales 
literature were not corrected, they could ulti- 
mately discredit the open-end companies, and 
thus destroy this useful instrument. 

Our desire for correction, therefore, arose 
not from hostility to the investment medium 
or to the industry, but, rather from the convic- 
tion that this instrument should be properly 
used and preserved. Far from being hostile, I 
believe that investment companies, if wisely 
cared for, can ultimately become “institu- 
tionalized”—though they can never serve the 
same purposes as savings banks, building and 
loan associations, insurance companies and 


_government bonds. Nevertheless, their func- 


tion can be such as to play a useful part in 
any comprehensive investment program. Thus, 
they can achieve the permanent and useful 
place in our economy that their basic theory 
contemplates. The problem, then, is to make 
the practice consistent with the theory and 
not permit the selfish insistence of some on 
quick and easy returns for the present, to 
divert the industry from concentrating on the 
realization of these highly desirable and en- 
tirely attainable long-term goals. 


CONSUMER CREDIT 


Consumer credit climbed at a much slower 
pace in October as Federal Reserve Board 
curbs on instalment buying began to take 
effect. At the end of October, total consumer 
credit outstanding was $19,366 million, the 
F.R.B. estimated. This was an increase of 
only $51 million during the month. This rise 
compared with jumps of more than $300 mil- 
lion in each of the five preceding months. 
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INCOME TAX REVIEW 


A new booklet, “Your Rights of Review 
When the Government Questions Your In- 
come Tax Return,” has been compiled by the 
Commerce Department. The booklet tells in 
simple language how to handle protests, hear- 
ings, and court action. It may be ordered from 
the Commerce Department’s Division of Small 
Business in Washington or from any Com- 
merce Department field office. 
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Michigan Business Indicators 


MICHIGAN BANK DEBITS 
12 CITIES — LOWER PENINSULA 
( ADJUSTED FOR SEASONAL VARIATION ) 


1945 1946 1947 1948 1949 1950 
BANK DEBITS—THE MOST INCLUSIVE MEASURE OF BUSINESS ACTIVITY — Receding 
from the scare-buying peak of August, bank debits should stabilize near the $5 billion level. This 
level would be an extension of the trend in evidence since the upturn in January. 


MILLIONS OF DOLLARS 


MICHIGAN BANK DEBITS 
12 CITIES — UPPER PENINSULA 
( ADJUSTED FOR SEASONAL VARIATION ) 


1945 1946 1947 1948 1949 1950 


UPPER PENINSULA BANK DEBITS-The pattern of recession traced by total bank debits is 
evident also in the Upper Peninsula. Debits should stabilize around the $60 million level. 
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ELECTRIC POWER CONSUMPTION 
( INDUSTRIAL ) 
IN TEN MICHIGAN CITIES 


1945 1946 1947 1948 1949 1950 


POWER CONSUMPTION-—The October-November average reached an all-time high. There is 
no apparent reversal of the trend. 


THOUSANDS 


MICHIGAN EMPLOYMENT 
(NON-AGRICULTURAL 


1945 1946 1947 1948 1949 1950 


EMPLOYMENT RECEDES IN NOVEMBER-Further decline is anticipated as industry reconverts 
to a war basis. The decline is expected to be of short duration. 
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can increase production, raise morale, 


The use of proper colors on walls, ceilings, floors, and machines 


provide greater safety. 


Industrial Application of Color 


ODERN production executives are con- 
tinually striving for increased produc- 
tion with greater safety, more efficiency, and 
higher morale. They are increasingly aware 
of the tremendous waste of human resources 
through fatigue generated as a result of poor 
work practices and working conditions. 
Probably the most important single factor 
in the great majority of jobs is the ability to 
see properly the work being done. This is not 
primarily determined by the worker’s eyes as 
might at first be thought. Instead, it is de- 
termined largely by the conditions surround- 
ing the job. The most practicable improve- 
ment of the visual conditions surrounding any 
job is of primary concern to production execu- 
tives, for they must conserve the human re- 
sources in their care. Color is a primary tool 
in achieving this aim. 


Objectives of Color Usage 


In order to begin properly any program of 
color application, the objectives in view must 
be carefully formulated. These objectives 
must be desirable not only in regard to the 
service rendered by the organization and its 
costs of operation, but desirable from a social 
standpoint as well. The objectives stated can 
be attained through a sound program of color 
application. 

About the author — 

Mr. Fetter is instructor in management at Indiana 
University. His undergraduate training was in engi- 
neering, he is a member of Tau Beta Pi, and he 
holds the M.B.A. degree from Indiana University. 
He is author of “How Color Can Increase Your 
Productivity,” Business Information Bulletin No. 8, 
published by the Bureau of Business Research, Indi- 
ana University. 
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1. Higher production through better work- 
ing conditions and lessened visual 
fatigue; 

2. Better morale through a brighter, more 
cheerful place in which to work; 

3. Greater safety through judicious appli- 
cation of a standard safety color code. 


Underlying Concepts of Color 
Usage 


To understand how the above objectives 
are to be attained, it is necessary first to se- 
cure some knowledge of the concepts which 
underlie color usage. These concepts are the 
basic premises which provide the impetus and 
guide the study of industrial color usage. 

First, human efficiency can be stated as 
the measure of energy expended in useful 
work as opposed to the total energy expended 
in carrying out any job. As visual conditions 
become better, a point will be reached beyond 
which production will not increase no matter 
how much improvement is made in the con- 
ditions surrounding the work. The limiting 
factor here is the manual and mental skill of 
the worker. But even beyond this point, total 
energy expended, both useful and useless, may 
be lessened. 

Second, this total energy concept involves 
fatigue as a measure of useless energy. Scien- 
tific researches into fatigue under varying 
visual conditions have shown that beyond the 
limiting manual and mental factors, human 
efficiency may still be increased since the 
amount of energy expended in useless work is 
still capable of decrease. 

Third, from the the psychological stand- 
point, a clean, bright work place is conducive 
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to better morale and can even indirectly im- 
prove productive efficiency through the stim- 
ulus given to good housekeeping within the 
plant. 

Fourth, as a result of lessened fatigue and 
good housekeeping and with the addition of a 
sound safety color code, a decided lessening 
of the tendency toward accidents may be 
achieved. 


Controllable Factors in 
Visibility 
As a prerequisite to any specific color rec- 
ommendations, the visibility of objects must 
be examined as well as the controllable fac- 
tors for good visibility. The visibility of any 
object or group of objects depends upon the 
following four factors: 
1. The size of the object 
2. The contrast of the object with its back- 
ground 
3. The brightness level surrounding the 
object 
4. The time available for seeing 
On the basis of the above factors, the con- 
trollable factors may be listed as follows: 


1. The level of illumination 

2. Spectral quality of light 

3. Distribution of light 

4. Color and reflection factor* of surface 
involved 


Scientific color application will directly and 
indirectly affect the controllable factors as 
follows: 

1. The level of illumination may be in- 
creased through proper selection of 
paints for their reflecting and diffusing 
qualities. 

2. The spectral quality of the actual light 
may be complemented by proper color 
selection. 

3. The distribution of light can be changed 
according to the reflectances given the 
involved surfaces by color application. 


*This term refers to the coefficient of reflection of 
any surface as compared to a standard white sur- 
face whose reflection factor is taken as 100%. 
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4. The color and reflection surface may be 
directly controlled to indirectly affect 
the other factors. 


Psychological Aspects of Color 

In addition to the physiological and phys- 
ical aspects of visual conditions, certain psy- 
chological aspects of color are important in 
any application. The most important psycho- 
logical effects are: 

1. Red through yellow are exciting colors 
with deep orange giving maximum ex- 
citation. 

2. From orange through yellowish-green, a 
cheerful influence is felt with the maxi- 
mum at yellow. 

3. The greens, from yellow-green through 
blue, are tranquilizing colors. 

4. From blue into the purple region, a sub- 
duing influence is felt which is at maxi- 
mum for violet. 

Further, it is known that: 

1. Bluish colors are cooling, reddish colors 
warming. 

2. Men prefer blue with red a close second; 
women prefer red with blue a close sec- 
ond. 

3. Pure colors are more generally preferred 
than tints or shades. 

4. Blues, purples, and reds are more pre- 
ferred than greens, yellows, and oranges. 

These psychological effects of, and re- 
actions to, color suggest that properly con- 
trolled colors can do much to excite, stimulate, 
relax, cool, or warm humans. 

Having examined vision and determined in 
general the psysiological and psychological 
effects of poor visual conditions on the factory 
worker, we turn to the effects of painting 
walls, floors, ceilings, machinery, etc., with a 
view to improving visual conditions. 


Walls 


It is necessary to remember, in this case, 
that our objective is to improve general visual 
conditions by using colors with a high reflec- 
tion factor, but at the same time to make sure 
the color scheme is not glaring and that the 
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brightness-contrast is not distracting. Use of 
a color with too high a reflection factor will 
result in a glossy, glaring surface. A worker 
glancing at the wall will find it difficult to 
adjust his eyes to his work again. Even 
though he may be unconscious of the effort, 
it still remains, and nervous energy is thus 
needlessly consumed. 

We should have a wall surface which has a 
high reflection factor, but which has a softly 
diffusing surface. Its contrast with the illum- 
ination and color of the work being done or 
the objects or surfaces on which the worker’s 
eyes rest must not be too great. In fact, the 
wall surface must recede from the brightness 
encountered at the work-place. In a machine 
shop where steel and iron or other gray 
metals are being worked on, and where the 
machinery is properly painted, a buff color of 
rather high saturation, but not glossy, and 
having a high reflection factor, would reflect 
and diffuse much of the internal illumination 
in the factory. This would increase the avail- 
able light with no increase in illumination and 
provide a restful surface for the worker’s 
eyes. A light green, possessing the same prop- 
erties, although the reflection factor would 
not be as high, would serve also. The green 
must be soft enough to be restful but satur- 
ated enough to reflect considerable light. 

Another consideration in painting walls is 
the cleanliness of the work. If the work is oily 
or greasy, if materials must be stacked against 
the walls, or if some other condition would 
mean marring or smearing the walls, it would 
be well to consider painting a dado about 
four to five feet high. The dado should be a 
color that will nut show dirt or other dis- 
colorations to which the wall would be liable, 
and should also have a high reflection factor 
and blend with the over-all color scheme. If 
green is used on the walls, a light gray dado 
could be very desirable while if buff is used, 
blue may be suitable. The colors used should 
be harmonious and not distracting but should 
have high reflection factors. 

A further important consideration is the 
nature of the work in regard to temperature. 
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If the work involves the generation of con- 
siderable heat, then the colors chosen should 
be cool, that is, predominantly blue and green. 
If the work is cool or done in large vaulty 
areas, then warm colors, predominantly red 
or yellow, should be used. This of course is 
done purely for the benefit of the workers in 
order that any adverse working conditions 
may be rendered more desirable psycho- 
logically. 


Ceilings in many factories are extremely 
distracting because of struts, crossbeams, sky- 
lights, overhead conveyors, etc. A worker who 
glances momentarily at the maze which is 
usually found overhead in a factory, has a 
difficult time readjusting his eyes to his work. 
This means that the worker uses up energy 
needlessly, and eyestrain and fatigue are in- 
creased. Also, time is lost and production suf- 
fers unnecessarily. 

In order to minimize this effect, where di- 
rect lighting is used, the ceiling and all other 
upper appurtenances should be painted in a 
receding blue-green shade. However, where 
indirect lighting is used, a color with a very 
high reflectance quality would be necessary 
such as white or yellow. The brightness-con- 
trast between the ceiling and the rest of the 
visual field should be minimized. 

If all overhead objects are painted a re- 
ceding color, then a momentary glance re- 
veals but a single color and the maze above 
blends into a more restful pattern. It should 
be remembered that where a confusing struc- 
tural pattern exists overhead, it will be neces- 
sary to use direct lighting and we can use 
the recommended blue-green shade with 
almost no diminution in the quantity of illu- 
mination. Where indirect lighting is used, the 
ceiling must be free from cluttering, and a 
light cream or near white color can be used 


to good advantage. 
Floors and Aisles 


Floors may have considerable effect on il- 
lumination and the visual field of the worker 
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and must be considered along with walls and 
ceilings. 

In machine shops or factories where the 
work is dirty or greasy, the floor should be 
painted a dark gray. If concrete is used, then 
the floor may be left the color of the con- 
crete. However, in some cases where light is 
required on the under portions of the work, 
it would be very advantageous to paint the 
floor a light gray or an off-white in order to 
increase its reflectivity and thus gain the ad- 
vantage of increased light diffusion on the 
under side of the work. A good example of 
such work would be the under side of an air- 
plane wing. 

Aisles and traffic lanes for mobile equip- 
ment present a great problem especially in the 
larger plants where speed of transportation 
may be an important factor in reducing costs 
through a faster turnover of work in process. 
If the drivers of mobile equipment are con- 
tinually hampered by people and equipment 
blocking the aisles, production is sure to be 
be retarded and safety will be considerably 
handicapped. 

Aisles and traffic lanes may be marked in 
several ways. Where the body of the floor is 
not painted, these aisles and traffic lanes may 
be painted a color somewhat lighter than the 
rest of the floor and bounded by stripes of a 
vivid color, these stripes to serve as a warn- 
ing to all personnel to keep clear. If the body 
of the floor is painted, then the aisles should 
be painted in a contrasting color and again 
bounded by thick stripes of a vivid color. 
If it is found undesirable to paint the aisle, 
then thick, vivid stripes alone would prob- 
ably suffice to mark the aisles. 

Such markings, if regulated by strict com- 
pany policies concerning accident prevention, 
such as piling of equipment, and other safety 
measures, should allow the drivers of materi- 
als handling equipment to move with a maxi- 
mum of speed and efficiency. Of course, any 
mobile equipment should be painted in colors 
of high visibility, preferably approaching or- 
ange in intensity, so that personnel are warned 
visually of their approach. 
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Machines 

In any factory or shop the primary con- 
cern as far as the visual field of the worker 
is concerned must necessarily be the machin- 
ery with which he works. This is the area 
where the greatest portion of his visual atten- 
tion and energy will be focussed throughout 
the working day. 

As far as any machine is concerned, there 
are three areas which should be separated. 
First, the moving, working, or critical area; 
second, the body of the machine or non-crit- 
ical area; and third, the controls such as but- 
tons, levers, handles, cranks, and foot-pedals. 

The working area consisting of the operat- 
ing parts of the machine is of prime impor- 
tance as this is the area which most often 
commands the worker’s attention. The colors 
used here should first of all provide a strong 


-contrast with the non-critical portion of the 


machine so that the worker’s attention is 
focussed on the work itself. They should also 
provide a high contrast with the material be- 
ing worked on, so that the worker will not 
have to strain his eyes to see what he is do- 
ing. Since eye travel will be reduced, the 
resultant strain and fatigue will likewise be 
lessened. 

Another important consideration in the 
critical area is the danger to the worker oc- 
casioned by moving and cutting parts of the 
machinery. Cutting edges and other danger- 
ous points of work should be further con- 
trasted and spotlighted by narrow strips of 
bright orange or yellow. Thus, not only are 
very dangerous areas constantly called to the 
attention of the worker, but further contrast 
with the material being worked on is also pro- 
vided. 

The body of the machine and the immediate 
work place should come into the visual field 
of the worker as little as possible. Therefore, 
we must resort to receding colors that attract 
very little of worker’s attention. By far the 
best color for this purpose would be a deep 
green or bluish-green. However, the color 
chosen must be one that blends into the over- 
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all wall and ceiling color scheme so that the 
receding effect is at a maximum. 

As far as controls are concerned, all but- 
tons, knobs, levers, and handles which are 
used continually should be contrasted sharply 
to the body of the machine by the use of 
light cream or yellow paint. Thus, the worker 
can find and use them with a minimum of 
visual energy required. 

Thus, when the proper perspective on the 
three areas of the machine has been reached 
regarding the importance, use, and visual en- 
ergy required, the eyestrain, fatigue, and un- 
necessary consumption of nervous energy in- 
volved in machine operation should be re- 
duced to a minimum. 


Safety Color Code 


While bright colors have often been used 
in industry to denote such danger points as 
obstructions, fire equipment, and first aid, 
their use has until recently been inconsistent 
and confusing. In order for color to be of 
value in safety, any particular color must hold 
all possible significance and be readily under- 
stood by all. To this end, the following safety 
color code has been recommended as the most 
comprehensive for industrial use. 

1. Yellow is used to mark hazards of strike- 
against, stumbling, falling, or tripping, and 
also to mark busy aisles or objects which move 
overhead but may be dangerous in a lowered 
position. It should be used as sparingly as 
possible, as should all the colors in this code, 
but should be used sufficiently to give warn- 
ing. For example, when marking stairways, 
paint a stripe along the upper edge of each 
stair and along the sidings if danger exists 
there. This renders the stairs highly visible 
but does not splash yellow indiscriminately 
over the whole area of the steps. Yellow is 
often used with black in alternate parallel 
bars. As such it should be used mainly for 
non-movable hazards. 

2. Orange, combining the brightness of red 
with the high visibility of yellow, is used to 
indicate dangerous parts or areas. Machine 
guards or moving parts that extend into 
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aisles should be banded or tipped with orange. 
Cutting or crushing edges can be identified by 
a thin orange stripe. The inside of doors on 
gearboxes, electrical switchboxes, and similar 
equipment should be painted orange so that 
danger is clearly apparent when they are 
open. Emergency switches should always be 
painted a brilliant orange. Pulleys and gears 
should be banded with orange around their 
outer edges and not completely painted in 
orange, since sparing use of this brilliant color 
is much more effective than indiscriminate 
use. 
3. Red is used for fire protection equip- 
ment and for this only. Using this color for 
this single purpose should entirely eliminate 
confusion as to the location of fire equipment. 
When such equipment is needed, it is usually 
needed in a hurry, and the use of red on any 
other equipment or appurtenances will de- 
feat this purpose. If the fire equipment is lo- 
cated on columns in the plant, these columns 
should be banded at the equipment, on the 
surrounding floor, and at or near the ceiling. 
Such banding makes location from any part 
of the plant floor easier and quicker. The 
same essential procedure should be followed 
when locating wall extinguishers, perhaps by 
painting a red square or rectangle near the 
ceiling. 

4. Blue should be used as a caution color to 
indicate equipment which is down for repairs, 
to designate controls on such equipment, and 
to tag electrical controls which have been 
turned off and should not be turned on. Defi- 
nitely, a need for such a precautionary indi- 
cation is necessary in plant safety. All too 
often electrical switches which have been 
turned off to effect repairs on machinery have 
been thrown inadvertently, resulting in injury 
or death to repairmen. Large blue tags hung 
on such switches or controls should do much 
to obviate this danger. 

5. Green, which has always been associated 
with safety and medical practice, should be 
used to mark safety and first aid equipment 
and its location. A white cross on a green 
background or a green cross should be used 
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to indicate first-aid cabinets, stretchers, dis- 
pensaries, surgical wagons, etc. Safety show- 
ers and the like should be located by green 
overhead as well as below so that they can be 
easily spotted in moments of need. 

6. White is used to mark housekeeping 
facilities and areas where materials and mer- 
chandise should be stocked. Marking watch- 
men’s routes in white has also been recom- 
mended. White should also be used on floor 
areas immediately surrounding waste recep- 
tacles and trash disposal units, and white 
arrows may be used to indicate traffic flow 
through a plant. 

Of course, to be effective, a safety color 
code by itself is not sufficient. Along with it 
must go education and indoctrination of the 
entire working force in the meaning and uses 
of each color in the code. 


Principles of Color Utilization 


1. Color may be an aid in achieving in- 
creased production, higher morale, and great- 
er safety, but must not be considered an end 
in itself. 

2. Color should be accompanied by order- 
liness and cleanliness of plant and equipment. 

3. Color should be accompanied by ade- 
quate illumination. 

4. Color should be geared to meet working 
conditions in the plant. 

5. One color scheme cannot correct all ad- 
verse conditions, but should be designed to 
correct the maximum number of these con- 
ditions. 

6. Color should be applied judiciously and 
not ostentatiously. 

7. Color application should be simple and 

Can the Cost of Color Application 

Be Justified? 

Production executives are primarily inter- 
ested in whether a color-conditioning pro- 
gram will justify itself financially. The in- 
tangibility of the psychological and physio- 
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logical factors involved would rule out any 
truly positive procf of cost saving due to color 
alone. However, managers and employees 
alike where such schemes have been tried are 
enthusiastic in proclaiming positive results. 
If painting is done periodically anyway, do- 
ing it in a scientifically prescribed prescrip- 
tion would entail little additional expense. 
Even so, the final justification must come 
from those who will be affected. The organiza- 
tion must be apprised of all the known facts 
and the most reasonable theories. Then, on 
the basis of this information, those concerned 
can evaluate their own situation and deter- 
mine whether a system of color application is 
feasible in their operations. 
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slightly from the all-time high registered in 1948; but the 


In 1949 the income of the people of Michigan dropped 
percentage decline was smaller than the national average. 


Michigan Income in 1949 


— 1949, our national economy dis- 
played a downward adjustment in post- 
war activity which was accompanied by a cor- 
responding reduction of inflationary pressures. 
As a result, total income received by individ- 
uals* in the continental United States de- 
clined 2.4 per cent from 1948 to 1949, from 
$202.4 billion to $197.5 billion. The impact 
of this adjustment upon the various states, 
however, was far from uniform. The changes 
in income payments recorded by the individual 
states in 1949 showed considerable fluctuation. 
Gains as large as 8 and 6 per cent were made 
by New Mexico and Texas, while declines 
ranging from 11 to 22 per cent were recorded 
by the important agricultural states of Ne- 
braska, Montana, Iowa, Mississippi, North 
Dakota, and South Dakota. 

Income payments to individuals in Michi- 
gan during 1949 totaled $9,013 million, a de- 
cline of 1.6 per cent from the $9,155 million 
high reached in 1948. This was somewhat bet- 
ter than the 2.4 per cent decline in income 


* “Income payments to individuals” comprises in- 
come received by individuals in the form of (1) 
wages and salaries; (2) proprietors’ incomes; (3) 
dividends, interest, and net rents and royalties; and 
(4) “other” income, which includes public assistance, 
social insurance benefits, and other direct relief; 
workmen’s compensation; and payments to veterans 
and their dependents. 
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payments recorded nationally, and was con- 
siderably better than the 5 per cent average 
decline suffered by the Central region states. 

Despite the considerable divergence which 
characterized the 1948-49 state income 
changes, regional patterns are clearly evi- 
denced. In the Middle East total income was 
down only 1 per cent in 1949, and in New 
England the decline was 2 per cent, about the 
same as that occurring nationally. The South- 
east showed a decline in 1949 of 3 per cent 
in total income payments. The largest regional 
declines were registered in the Central and 
Northwest areas where reductions in aggre- 
gate income of 5 and 7 per cent occurred re- 
spectively. 

While the national pattern was one of gen- 
eral decline, the Far West managed to main- 
tain income payments on a level equal to that 
of 1948. The only region able to show a gain 
over 1948 activity was the Southwest, where 
income payments increased by 5 per cent in 
1949, 


Per Capita Income Payments 


Per capita income payments during 1949 
displayed even more marked fluctuations, but 
conformed to the pattern established by 
changes in aggregate income payments. For 
the United States as a whole, per capita in- 
come was $1,330 in 1949, a 4 per cent decline 
from the $1,387 average for 1948, but higher 
than any other year. On a regional basis, per 
capita income payments declined from 1948 
to 1949 in all parts of the nation except the 
Southwest where average income increased 5 
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per cent. The largest declines took place in 
the Central and Northwest areas where re- 
ductions of 6 and 10 per cent were recorded 
respectively. 

Per capita income payments held up better 
in Michigan than in other Central region 
states. The decline of 3 per cent in per capita 
income from 1948 suffered by Michigan (from 
$1,493 to $1,443) compared favorably with 
both the 4 per cent drop recorded nationally 
and the 6 per cent average decline for the 
Central region. 

Declines in Manufacturing and 
Farm Incomes 

Developments in the national economy, al- 
though considerably modified by regional dif- 
ferences in economic structure and pace of 
activity, strongly influenced the 1949 geo- 
graphic distribution of income. 

The moderate drop in the value of total 
production which was recorded from 1948 to 
1949 reflected, primarily, a er decline 


in inventory investment demand, with aggre- 
gate sales in the economy actually showing a 
slight increase. This stability of aggregate 
sales during 1949, especially the firmness of 
consumer purchases of goods and services, 
mitigated the impact of the inventory reces- 
sion and led to a stabilization of business ac- 
tivity during the second half of the year. 

The most significant characteristic of last 
year’s reduction in the level of economic ac- 
tivity was that it struck rather hard at certain 
segments of the economy, especially manu- 
facturing and agriculture, but left other areas 
largely untouched. This fact, coupled with the 
varying importance of agricultural and manu- 
facturing activity as a percentage of total in- 
come, largely accounted for the wide fluctua- 
tions in changes in income payments recorded 
by the individual states during 1949. 

Income originating in manufacturing activ- 


. ity declined $4.5 billion, or 7 per cent, from 


1948 to 1949. This was primarily the conse- 
quence of the reduction in inventory demand 


PER CAPITA INCOME PAYMENTS 


41,280 TO $1,499 
$1,000 TO $1,249 
UNDER $1,000 

UNITED STATES $1,330 
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Taste I.—Per Cent Changes, 1948 to 1949, in Total Income Payments and Selected Components, by States 
and Regions 
Total Agri- Non- Govern- Private Trade Manu- 
income cul- agricul- ment non-agri- and factur- 
State and region pay- _ tural tural income cultural _ service ing pay- 
ments income? income payments? income® income* rolls 
Continental United States .... —2 —22 0 +10 | —6 
New England ............ sone 2 —15 —1 +15 —4 0 —11 
Connecticut .............. -—3 —5 —3 +17 —5 0 —14 
—5 —19 —4 + 7 —6 —3 —10 
Massachusetts ............ 0 —13 0 +16 —3 —8 
New Hampshire .......... —2 — 8 —2 +14 —-4 —2 —11 F 
Rhode Island ............ —2 —13 —2 +16 —6 —2 —12 ; 
Vermont —5 —27 —2 +12 —4 —2 —12 
Middle East .................. —1 —18 —1 + 7 —2 0 —6 
Delaware ........-sccecees +5 —9 +6 +24 +5 +2 +7 
Dist. of Columbia ........ +5 +7 +4 +3 +5 
Maryland 0 +1 +17 —2 —6 
New Jersey ..... bin Siactiems 0 —14 0 +12 —2 +1 —6 
—24 —1 + 2 —1 0 —5 
Pennsylvania —2 —17 —2 +12 —4 0 —7 
West Virginia ............ —8 —18 —7 +14 —10 —2 —7 . 
—29 —3 + 8 —5 —2 | 
—31 +1 +11 —2 —5 
+5 +37 +2 +11 0 0 —6 
—2 —20 +1 +14 —2 —2 —4 
—4 —18 —1 +11 —4 —2 
Louisiana +5 —16 +8 +35 +2 +2 
Mississippi ................ -14 —41 +1 +10 —2 —2 —12 
North Carolina ........... -—3 —16 +1 +14 —2 0 —6 
South Carolina ........... —6 —28 —1 + 5 —3 —1 —5 
—3 —19 0 +10 —3 0 —5 
—21 +2 +10 —1 —1 —2 
+5 +17 +3 +12 0 0 +1 
wae 0 + 8 —1 +10 —4 —4 —4 
New Mexico ..........++-+ +8 +12 +8 +14 +6 0 +9 
Oklahoma ...............- 0 —12 +3 +10 +1 —2 —2 
+6 +28 +2 +13 0 +1 +2 
—32 —1 + 6 —3 —2 —6 
—6 —38 —3 — 2 —2 —8 
sede —5 —33 —1 +15 —3 —2 —5 
-13 —39 +4 +25 0 —1 0 
Michigan é —2 —19 —1 +11 —2 —3 —3 
Minnesota —7 —35 +1 +12 —1 —2 —2 
Wisconsin —20 0 +12 —2 —7 
—7 —33 +4 +12 +1 +3 
—2 —17 +2 +9 0 —2 —2 
—4 —19 +4 +11 +3 —2 +2 
-—3 —24 +4 +12 +2 +7 
-12 —44 +5 +12 +4 +2 +2 
-11 —34 +2 + 6 +1 —2 +1 
North Dakota ............ -18 —45 +10 +31 +4 0 +1 
South Dakota ............ —22 —49 +6 +24 +2 0 —1 
+1 +4 + 6 +1 +1 +5 
Wyoming ............ +1 — 8 +2 +14 +2 +2 +2 
0 —15 +1 +15 —2 —2 —2 
0 —11 +1 +14 —2 —2 —2 
—1 —13 +1 +16 —1 —9 
—2 —22 0 +16 —2 —2 —8 
Washington ............... 10) —24 +2 +18 —2 —1 —2 
5 Consists of net income of farm proprietors, farm wages, and net rents to landlords living on farms 
2 Consists of pay of Federal, state and local civilian employees, net pay of the armed forces, family-allowances to dependents 
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TasLe IIl.—Major Sources of Income Payments in Each State and Region: Selected Components as a Per 
Cent of Total Income, 1949 
Agricul- Government Manufac- Trade and All 
State and region tural income turin service other 
income? payments? payro income* income 
Continental United States ........ é 8.0 15.6 22.1 26.7 27.6 
New England .........sseeeeecees 2.4 15.8 29.6 25.4 26.8 
Connecticut ..............0- 2.3 11.9 33.8 23.3 28.7 
8.4 17.1 26.2 24.5 23.8 
Massachusetts ........... paws 1.2 17.0 28.2 26.9 26.7 
New Hampshire ....... abnebs 3.9 15.8 29.9 24.9 25.5 
j Rhode Island ................ ts 18.3 32.6 23.9 24.5 
Middle East ....... 2.0 14.9 24.5 28.6 30.0 
Delaware ....... a, 5.0 10.4 31.5 20.1 33.0 
Dist. of Columbia ........... ss saeee 45.2 3.2 28.8 22.8 
Maryland ....... 3.6 18.3 20.8 27.3 30.0 
New Jersey ...... 2.1 13.4 32.9 25.0 26.6 
1.4 13.8 22.0 32.2 30.6 
Pennsylvania ........eeeseees 2.5 13.2 29.1 25.2 30.0 
West Virginia ............600- 4.6 13.6 19.5 21.6 40.7 
Southeast ...... 13.5 19.6 16.9 25.6 24.4 
ee 12.6 19.5 20.0 24.6 23.3 
Arkansas ......... 25.5 18.3 9.9 25.1 21.2 
Georgia ........... 11.6 18.7 18.9 27.6 23.2 
15.6 17.5 14.0 24.5 28.4 
Louisiana ........ 10.0 13.3 25.2 30.3 
Mississippi ............ Sukie 24.4 21.8 10.5 24.7 18.6 
North Carolina ............. ; 16.4 16.7 24.9 22.7 19.3 
South Carolina ...... is eae 13.4 19.6 27.3 22.6 71 
9.1 24.4 16.6 24.3 25.6 
17.5 16.7 9.5 25.0 31.3 
Arizona ....... 18.8 19.7 5.2 25.0 31.3 
New Mexico ....... bias nanan 16.5 21.5 3.8 23.9 34.3 
Oklahoma .............. 16.1 19.9 8.2 24.3 31.5 
Texas ..... 17.8 15.3 10.6 25.2 31.1 
. 8.4 12.9 28.4 25.2 25.1 
5.7 12.3 26.6 26.8 28.6 
Indiana .......... 9.3 12.3 32.7 24.0 21.7 
Michigan .......... 4.3 12.7 39.3 22.9 20.8 
Minnesota ....... 16.4 14.7 15.5 26.0 27.4 
Missouri ........... 11.4 14.0 19.1 28.4 27.1 
Ohio ........ 4.4 12.8 32.5 24.7 25.6 
Northwest ....... 22.1 16.6 8.5 25.0 27.8 
Colorado ..... 15.0 19.3 9.5 26.9 29.3 
‘ Montana ........... seRKS nel 22.4 15.5 7.0 24.9 30.2 
Nebraska ......... 263 14.5 8.2 26.2 24.8 
North Dakota ......... necks 34.5 17.3 2.2 25.6 20.4 
South Dakota .............+. 33.3 16.8 43 25.3 20.3 
Utah ..... 10.6 20.7 9.9 25.2 33.6 
Wyoming ......... 20.0 16.3 5.5 22.8 35.4 
7.1 18.4 15.2 29.8 29.5 
10.6 15.3 3.5 30.8 39.8 
Oregon ...... 93 15.2 20.1 28.3 27.1 
Washington ........... baieex 7.3 20.7 17.0 27.2 27.8 
of enlisted military personnel, veterans’ benefit payments, interest payments to individuals, public assistance and other direct relief, 
and benefit _payments from social insurance funds. 
Consists of total income payments minus agricultural income and government income payments. 
.. “Consists of wages and salaries and proprietors’ income. 
~ (Source: U.S. Department of Commerce, Office of Business Economics.) 
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noted earlier. A sharp downturn in farm prices 
during 1949 was the chief factor in a decline 
in agricultural income of 22 per cent from the 
total farm income recorded for 1948. 

In the trade, distribution, services, and con- 
struction sectors of the economy, however, 
activity was maintained near 1948 levels. This 
was a manifestation of the combined strength 
of consumer purchases and industrial demand 
outside of the inventory field. Also contrib- 
uting to the maintenance of general activity 
near the 1948 level was the 10 per cent in- 
crease in the total income paid out to indi- 
viduals by Federal, state, and local govern- 
ments. The expansion of government payrolls 
and the increase in transfer payments made 
to individuals were strong elements in the 
supporting influence of governmental activity 
during 1949. 


Farm Income Drop Affects 
State Figures 

Of the national economic developments oc- 
curring in 1949, the large decline in farm 
income had the greatest effect upon the state 
distribution of income payments. This resulted 
from two facts: (1) The extremely unequal 
importance of agriculture in the state and 
regional economies; and (2) rates of change 
in farm income from 1948 to 1949, though 
mainly sizable declines, were markedly diver- 
gent in different parts of the country. 

In the New England and Middle East 
states, farm income amounts on the average 
to only 2 per cent of total income, and 
farm income in these regions dropped only 
15 to 18 per cent. Consequently the decline 
had little effect on the movement of aggregate 
income payments. But, in the Central, South- 
east, and Northwest regions, where the im- 
portance of agriculture ranges from 8 to 22 
per cent, the declines in farm income, 21 to 
33 per cent, materially depressed the general 
income stream. 

The role of agriculture in the Southwest was 
unique in that it contributed to the expansion 
of total income from 1948 to 1949. This was 
due, primarily, to the moderate increase in 


value of the output of citrus fruits, which 
rank among the major farm crops of this 
region. 

Non-agricultural Income Pattern 

Contrary to the general pattern of decline, 
total non-agricultural income in 1949 held up 
on a national level, actually increasing in four 
regions and declining only 1 per cent in the 
remaining three. This was largely because the 
declines in trade, service, and manufacturing 
activity were offset by the 10 per cent increase 
in government income payments during 1949. 

The stabilizing influence of government in- 
come payments was felt by all regions during 
1949, but not to the same extent. Regional 
gains over 1948 government income payments 
ranged from a 6 per cent increase in the Cen- 
tral States to 15 per cent gains recorded by 
New England and the Far West. 

One cf the best available measures of 
changes in regional activity is private non- 
agricultural income, since this measure elim- 
inates the direct effects of such random and 
short-run influences as weather, variations in 
farm prices, and disbursements of veterans’ 
bonuses. Table I shows that private non-agri- 
cultural income increased by 1 per cent in 
the Northwest, remained constant in the 
Southwest, and declined from 2 to 4 per cent 
in the remaining five regions. These differences 
reflect chiefly the uneven geographic impact 
in 1949 of reduced manufacturing activity. 


Changes in Michigan Income 

Declines in income payments registered by 
Michigan during 1949 show a striking simi- 
larity to national results, but indicate a much 
more favorable level of activity than was 
characteristic of the Central States in general. 
The reduction in agricultural income from 
1948 to 1949 in Michigan was 19 per cent 
compared with a national average decline of 
22 per cent. Moreover, this was the smallest 
decline recorded among the Central States, 
where the average drop in farm income was 32 
per cent. An increase in government income 
payments over 1948 of 11 per cent was re- 
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corded by Michigan compared to the 6 per 
cent average for the Central region and the 
10 per cent average gain registered nationally. 
In manufacturing payrolls Michigan showed 
a 3 per cent decline compared to Central and 
national average declines of 6 per cent each. 

Table II indicates that the effect of the 
large national decline in farm income was 
mitigated in Michigan by the minor role which 
agriculture played in this state’s economy. Of 
the total income received by individuals in 
the state during 1949 only 4.3 per cent was 
the result of agricultural activity. The 11 per 
cent gain recorded in government income pay- 
ments had a far more stimulating effect than 
was necessary to offset this decline since gov- 
ernment outlays to individuals accounted for 
12.7 per cent of Michigan’s total income pay- 


ments in 1949. 


The most significant single component of 
total income in Michigan during 1949 was 
manufacturing payrolls, which constituted 
39.3 per cent of aggregate income. As a result, 
the 3 per cent decline in income payments 
from 1948 to 1949 occurring in this sector of 
the Michigan economy hit aggregate income 
payments hardest of all, and accounted to a 
large extent for the total decline of 1.6 per 
cent in aggregate income payments suffered 
by the state. 

Trade and service income was responsible 
for 22.9 per cent of the total income received 
by individuals in Michigan during 1949. A 
3 per cent decline from 1948 levels in this 
area also contributed strongly to the aggregate 
income decline felt by the state. 


Per Capita Income 


The accompanying map shows the per 
capita income of each state in 1949. The geo- 
graphic distribution of income in the United 
States is apparent from the prevalence of high 
income levels in the north and west and the 
heavy concentration of low income states in 
the southeast. Per capita income in the indi- 
vidual states ranged from a low of $634 for 
Mississippi to a high of $1,820 recorded by 
the District of Columbia. Other top ranking 
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states include New York ($1,758), Nevada 
($1,731), Delaware ($1,675), California 
($1,665), Illinois ($1,618), Connecticut 
($1,591), and New Jersey ($1,546). 

With a per capita income of $1,443 in 1949, 
Michigan ranked twelfth in the Nation and 
was second only to Illinois in the Central 
region. Actually, although registering a decline 
of 3 per cent in 1949, Michigan strengthened 
its relative position since the percentage de- 
clines in per capita income suffered by other 
Central region states were significantly larger, 
ranging as high as the 14 per cent drop occur- 
ring in Iowa. 

From 1946 to 1949, Michigan led the states 
of the Central region with a percentage in- 
crease in per capita income of 13 per cent for 
the period. This indicates that since the end 
of the war the stability of manufacturing ac- 
tivity at a high level in Michigan has resulted 


-in significant gains in both aggregate and per 


capita income for the residents of the state. 


BORROWING INCREASES 


Public and private borrowers had an 
aggregate debt of $442 billion at the end 
of 1949, the Commerce Department re- 
ported. That was $11,500 million above 
the figure for 1948, and an increase of 
about 2.5% during the year. The increase 
in 1949 compared with a 3.59% boost in 
total debt in 1948 and 4.5% rise in 1947. 
The biggest increase came in residential 
mortgages, up from $46,300 million at 
the end of 1948 to $51,500 million at the 
end of 1949. Consumer credit during 
1949 rose from $27,700 million to 
$30,500 million. The public debt rose 
from $232,700 million to $236,700 million 
and the increase was shared almost equal- 
ly between the Federal Government and 


state and local government. 


ACCELERATED DEPRECIATION 


Accelerated depreciation provisions of the 
1950 tax law will be used freely by the Na- 
tional Security Resources Board to spur ex- 
pansion of productive facilities. The board has 
just completed a set of rules for administering 
the amortization speed-up. The board makes 
it clear that it will grant “certificates of ne- 
cessity” with an open hand. These will entitle 
corporations to write off in five years for tax 
purposes new plants and facilities needed 
directly or indirectly for defense purposes. 
Under the usual rule, plant costs are depreci- 
ated over the useful life of the property, which 
may often run as high as 50 years. 

The regulations state, significantly, that 
materials and facilities, to be eligible for fast 
depreciation, need not be directly necessary 
for national defense. Properties will be eli- 
gible, according to the regulations, if they are 
“in the nature of materials or services neces- 
sary for the operation of the national defense 
program; or if it is otherwise necessary in the 
interest of national defense.” 

Though it intends to be liberal with ‘“neces- 
sity certificates” for new plants and facilities, 
the N.S.R.B. will be tight-fisted when it comes 
to approving accelerated depreciation on the 
purchase of used or existing property. The 
regulations specifically state that acquired 
facilities previously constituting the produc- 
tive assets of a going concern and “second 
hand” facilities will not be certified unless 
there is a “clear prospect of a substantial in- 
crease in the usefulness of such facilities for 
national defense and such increase cannot 
be obtained by other practical means,” or if 
“substantial loss of usefulness for national de- 
fense would probably result in the absence of 
such acquisition.” 

The Board made it clear it will use its tax 
power sparingly for property replacements. 
They will not be certified, the regulation pro- 
vides, “if they would have been made, at or 
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about the time made, regardless of the emer- 
gency.” 

Land will not be certified unless its acquisi- 
tion is “directly related to the production, 
storage, transportation or protection of sup- 
plies necessary in the interest of national de- 
fense.” 

The N.S.R.B. will use its new authority to 
promote “small business” and fight “monop- 
oly.” These will be considerations in certify- 
ing projects. The board will also consider the 
“competence” of the management of a busi- 
ness applicant, as well as its performance 
record; location of the facility with “due re- 
gard to military security”; the availability of 
manpower, housing, community facilities, 
transportation and the like; and methods of 
financing. 

Facilities completed or acquired after De- 
cember 31, 1949, may be eligible for fast tax 
depreciation under the terms of the law itself. 
The regulations provide, however, that appli- 
cation for “necessity certificates” for facilities 
upon which construction, reconstruction, erec- 
tion or installation is begun, or which are 
acquired, after September 23, 1950, must be 
filed within six months after the beginning of 
construction or the date of acquisition. Appli- 
cations must be filed on or before March 23, 
1951, for facilities begun or acquired before 
September 23, 1950. 

All application forms must be filed with the 
N.S.R.B. in Washington. Application forms 
may be obtained by writing the N.S.R.B. in 
Washington, the Commerce Department, or 
any of the Commerce Department’s field 
offices. 

FAULTY PRODUCTS 


Faulty products cost industry $3 billion a 
year, says the American Society of Mechanical 
Engineers. That is more than the retail value 
of all electrical appliances made in a year, in- 
cluding radios and TV sets. 
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"MICHIGAN BUSINESS STUDIES 


you wil want read 


‘BRITAIN: 


78 pages. 8vo. paper. price $1.50 


CLARE E. GRIFFIN, the Fred M. Taylor Professor of Busines Economics in the — 
School of Business Administration has written s non-technical review of his impressions 
of conditions in Britain following a six-month visit to that country. 

Professor Griffin remarks concerning the study, “It is concerned not so much with 
the current economic problems of that country (Britain) 2s with a long time prognosis 
of the economic future and the prospects for free enterprise. It attempts to view 
Britain against the backdrop of the long history of western civilization with its procession 
of the rise and decline of great nations. 

wich the thoughe thet. the sociel of gre 
degree having common roots with our own will be significant for a prognosis of our 
future, and even more as a basis for appzaising trends that should be avoided or 
British National Character 
TV Common EGorts for Competition 
V Other Contrasts with America 
VI An Appraisal of the Economic Future of Britain — 

Vil The Future of Free Enterprise In Britain 


To obtain this timely study — 

remit $1.50 with your order to: : 
311 Maynard Street 

Ann Arbor, Michigan — 
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